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The Revenue Act of 1951 as Affecting Corporations 


By W. H. DAVIDSON 
(New York Office) 


This Article is a brief digest of the 
more important income and excess 
profits tax changes made by the 
Revenue Act of 1951, insofar as 
they affect corporate taxpayers. 


Tax Rates 


Prior to enactment of the new 
law, the normal tax rate was 25 per 
cent and the surtax was 22 per cent 
of the corporate surtax net income 
in excess of $25,000. 

For the calendar year 1951 the 
normal tax rate will be 2834 per 
cent and the surtax will remain 22 
per cent of the surtax net income in 
excess of $25,000. 

For taxable years beginning on or 
after April 1, 1951 and before April 
1, 1954 the normal tax rate will be 
30 per cent. For such taxable years, 
the alternative tax on capital gains 
will be increased from 25 per cent 
to 26 per cent. The surtax will re- 
main at 22 per cent. 

The excess profits tax rate re- 
mains at 30 per cent of the adjusted 
excess profits net income, which is 
the excess profits net income, less 
the excess profits credit for the cur- 
rent year plus any unused credit 


from the subsequent year or prior 
years. 


Ceiling on Excess Profits Tax 


Prior to amendment, the excess 
profits tax could not exceed the 
difference between (a) 62 per cent 
of the excess profits net income be- 
fore reduction by any excess profits 
credit and (b) the tax that would 
result from applying the normal and 
surtax rates (including the 2 per 
cent surtax on consolidated returns) 
to such excess profits net income. 

Under the new law, for the calen- 
dar year 1951 the maximum excess 
profits tax is an amount equal to 
1714 per cent of the excess profits 
net income, before reduction by any 
excess profits credit. In the case of 
consolidated returns, if the consoli- 
dated excess profits net income is at 
least as large as the consolidated 
surtax net income the maximum 
rate of 1714 per cent is reduced by 
the 2 per cent tax on consolidated 
surtax net income. If the consoli- 
dated excess profits net income is 
less than the consolidated surtax net 
income the maximum rate of 1714 
per cent is reduced by that propor- 
tion of the 2 per cent surtax which 
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the consolidated excess profits net 
income bears to the consolidated 
surtax net income. 

For taxable years beginning after 
March 31, 1951 the maximum excess 
profits tax is 18 per cent of the ex- 
cess profits net income, with a re- 
duction for the 2 per cent surtax on 
consolidated returns similar to that 
described above. 

In the case of taxable years be- 
ginning before and ending after 
April 1, 1951 the ceiling is prorated 
according to the number of days 
before and after April 1, 1951, partly 
on the 62 per cent over-all basis 
(after giving effect to the changes in 
the normal and surtax rates during 
the portion of the year before April 
1, 1951) and partly on the 18 per 
cent basis. 


Excess Profits Credit 
Based on Income 


For the calender year 1951 the 
excess profits credit based on in- 
come will be 84 per cent of the 
average base period net income in 
lieu of the 85 per cent previously 
allowed. For taxable years begin- 
ning on or after July 1, 1951 the 
credit will be 83 per cent. In the 
case of other taxable years begin- 
ning before July 1, 1951 and ending 
after June 30, 1950 the credit will 
be partially at 85 per cent and par- 
tially at 83 per cent, according to 
the number of days in the taxable 
year before July 1, 1951 and after 
June 30, 1951. 


Credits of Corporations 

The new rates for corporation 
credits are as follows: 

Dividends received on preferred 
stock of public utility—Calendar 
year 1951, 61%; Taxable years be- 
ginning after March 31, 1951, 62%. 

Dividends paid on preferred stock 
of public utility—Calendar year 
1951, 28%; Taxable years beginning 
after March 31, 1951, 27%. 

Western Hemisphere Trade Cor- 
porations — Calendar year 1951, 
28% of normal-tax net income; 
Taxable years beginning after March 
31, 1951, 27% of normal-tax net in- 
come. 


Fiscal Years— 
Normal and Surtax 


As heretofore, in the case of fiscal 
years which straddle the effective 
dates of the Revenue Acts, tenta- 
tive taxes must be computed and 
prorated according to the number 
of days before and after the effective 
dates. The corporation rates under 
the Revenue Act of 1950 were 
effective July 1, 1950, and the rates 
under the Revenue Act of 1951 are 
effective April 1, 1951. Accordingly, 
corporations with fiscal years be- 
ginning before July 1, 1950 and end- 
ing after March 31, 1951 must com- 
pute three tentative taxes. The 
rates applicable to the days before 
and after the effective dates are as 
follows: 


Days before July 1, 1950—combined normal 
and surtax 38 per cent where income 
exceeds $50,000 
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Days after June 30, 1950 and before April 
1, 1951—25 per cent normal tax and 20 
per cent surtax on income over $25,000 

Days after March 31, 1951—30 per cent 
normal tax and 20 per cent surtax on 
income over $25,000. 

The 20 per cent surtax rate, 
rather than 22 per cent, is used be- 
cause the Excess Profits Tax Act of 
1950 specifically provided that the 
2 per cent increase applicable to 
taxable years beginning after June 
30, 1950 would not affect fiscal years 
beginning before July 1, 1950. 

In the case of fiscal years begin- 
ning after June 30, 1950 and ending 
after March 31, 1951, the applicable 
rates are as follows: 

Days before April 1, 
normal tax and 22 
income over $25,000 


1951—25 per cent 
per cent surtax on 


Days after March 31, 
normal tax and 22 
income over $25,000. 


1951—30 per cent 
per cent surtax on 


Income Tax 


Net Operating Loss 
Carry-Over 


Under prior law, in the case of 
both corporations and individuals, 
net operating losses for taxable years 
beginning before January 1, 1950 
may be carried back two years and 
carried forward two years. Losses 
for taxable years beginning after 
December 31, 1949 may be carried 
back one year and carried forward 
five years. 


The increase in the alternative tax 
on capital gains from 25 per cent to 
26 per cent has no application to 
taxable years beginning before April 
1, 1951. 


Additional Returns Required for 
Certain Fiscal Years 


Corporations with taxable years 
ending after March 31, 1951 but 
before October 1, 1951 must file 
returns for such taxable years on or 
before January 15, 1952, which 
supersede any returns filed on or 
before October 20, 1951. The tax 
may be paid in four instalments 
(first two instalments, 30 per cent, 
last two, 20 per cent). Payments 
previously made will be deemed to 
have been made when the supple- 
mental return is filed. 


Amendments 


Under the new law losses for tax- 
able years beginning after Decem- 
ber 31, 1947 and before January 1, 
1950 may be carried back two years 
as heretofore, but may be carried 
forward three years instead of two. 
In the case of a corporation which 
commenced business after Decem- 
ber 31, 1945 a loss for a taxable 
year beginning after December 31, 
1946 and before January 1, 1948 
may also be carried back two years 
and carried forward three years. 
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Credit for Dividends Received 
From Resident 
Foreign Corporations 


Prior law did not allow the 85 
per cent dividends received credit 
with respect to dividends received 
from foreign corporations even 
though the foreign corporation de- 
rives most of its income from United 
States sources. The new law, effec- 
tive for taxable years beginning 
after December 31, 1950 allows a 
limited credit if the foreign corpo- 
ration derived 50 per cent or more 
of its gross income from United 
States sources for an uninterrupted 
period of not less than 36 months 
ending with the close of the year in 
which the dividends are paid, or for 
the part of such period that the 
corporation was in existence. 


With respect to dividends from 
current earnings the credit is limited 
to that proportion of 85 per cent of 
the dividends as the gross income for 
the current year from U. S. sources 
bears to gross income from all 
sources. With respect to dividends 
from earnings accumulated after 
the beginning of the uninterrupted 
period but before the current year, 
the limitation is that proportion of 
85 per cent of the dividends as the 
gross income from U. S. sources for 
the uninterrupted period prior to 
the taxable year bears to the gross 
income from all sources for such 
portion of the uninterrupted 
period. 


Split-Up of Corporations to 
Secure More 
$25,000 Exemptions or Credits 


In order to avoid the split-up of 
corporations to secure additional 
$25,000 surtax exemptions or mini- 
mum excess profits credits the new 
law provides that if a corporation 
transfers on or after January l, 
1951, all or part of its property 
(other than money) to another cor- 
poration created for the purpose of 
acquiring such property or which 
was not actively engaged in business 
at the time of such acquisition, the 
transferee corporation will not be 
allowed the $25,000 surtax exemp- 
tion and minimum excess profits 
credit if after the transfer and dur- 
ing any part of the taxable year the 
old corporation or its stockholders, 
or both, own 80 per cent or more 
of its voting stock or 80 per cent of 
the total value of its stock. 

There are rules regarding con- 
structive stock ownership similar to 
those applicable to personal holding 
companies but family ownership is 
limited to the individual’s spouse 
and minor children. The new pro- 
vision will not apply if the trans- 
feree corporation establishes by the 
clear preponderance of the evi- 
dence that the securing of such 
exemption or credit was not a major 
purpose of such transfer. The Com- 
missioner is authorized to allow 
partial exemptions or credits or to 
apportion them in proper cases. 
The new provisions will apply only 
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as long as the excess profits tax is 
in effect. 


Spin-Off Reorganizations 


The new law restores to the tax- 
free reorganization exchanges the 
so-called “‘spin-off” reorganization 
which has been banned since 1934. 
In this type of reorganization a cor- 
poration generally divides its busi- 
ness by transferring part of its 
assets to a new corporation in ex- 
change for stock of the new corpo- 
ration which it distributes to its 
stockholders without the surrender 
of stock by the stockholders. 

To prevent utilization of the spin- 
off for tax avoidance the law pro- 
vides (1) that the stock distributed 
must be common stock; (2) that the 
corporation, the stock of which is 
distributed, must be intended to 
continue the active conduct of a 
trade or business; and (3) that such 
corporation must not be used prin- 
cipally as a device for the distribu- 
tion of earnings and profits. The 
new provision applies to taxable 
years ending after October 20, 1951, 
but only with respect to distribu- 
tions made after such date. 


War Loss Recoveries 


The new law eliminates many of 
the inequities in prior law in the 
treatment of war loss recoveries. 
The taxpayer may follow the pro- 
visions of existing law or may elect 
the provisions of the new law. If 


the taxpayer elects to have the new 
law apply, and if the same property 
or interest is recovered as was con- 
sidered destroyed or seized, the tax- 
payer may elect to value such prop- 
erty at its adjusted basis (for 
determining loss) on the date it was 
seized or destroyed, or at its fair 
market value on the date of its 
recovery. 

The amount of the recovery 
valued as above, to the extent that 
it does not exceed the allowable 
deductions in the prior taxable 
years (and it need never exceed such 
deductions if the same property is 
recovered) is excluded from gross 
income in the year of the recovery. 
There is added to the tax for the 
year of recovery the additional tax 
that would result for prior years by 
decreasing the deductions in prior 
years by the amount excluded from 
gross income (tax basis or fair mar- 
ket value at the taxpayer’s option). 
In computing the additional tax all 
credits allowable against the tax and 
all carry-overs and carry-backs 
affected by decreasing the deduc- 
tions must be considered. Where 
the same property or interest is not 
recovered, and the amount re- 
covered is in excess of the allowable 
deductions in prior years, the excess 
is treated as gain on the involuntary 
conversion of property. 

The election to adopt the pro- 
visions of the new law must be made 
before January 1, 1953 unless there 
are war loss recoveries during tax- 
able years ending after October 20, 
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1951. The election if made is irre- 
vocable, applies to all taxable years 
beginning after December 31, 1941, 
and removes the statute of limita- 
tions on deficiencies or refunds for 
stated periods. 

The new law applies to taxable 
years beginning after December 31, 
1941. 


Income from Discharge of 
Indebtedness 


The new law makes permanent 
the provision of the Code enacted 
temporarily several times, which 
permits a corporation to exclude 
from gross income, income attribu- 
table to discharge of indebtedness 
evidenced by a security if the corpo- 
ration consents to a reduction in 
the tax basis of its assets. Effective 
with respect to discharges of in- 
debtedness occurring in taxable 
years ending after December 31, 
1950, according to the Senate Fi- 
nance Committee Report, the Trea- 
sury is expected to require by 
regulations that, after adjustment 
of the basis of certain property 
acquired with the purchase money 
indebtedness, whatever reduction in 
basis of property remains will be 
taken, in general, against depre- 
ciable property or property subject 
to cost depletion and only as a last 
resort against nondepreciable prop- 
erty, the purpose being to assure 
that the exclusion of income results 
only in a temporary postponement 
of tax liability. 


Involuntary Liquidation and 
Replacement of Inventories 


The new law provides in effect 
that replacements made prior to 
1953 of Lifo inventories which had 
been involuntarily liquidated shall 
first be considered replacements of 
liquidations during the World War 
II period, rather than during the 
present emergency period. The pro- 
vision applies to taxable years end- 
ing after June 30, 1950. 


Dealers in Securities— 
Capital Gains and 
Ordinary Losses 


Under existing law a dealer in 
securities is entitled to capital gain 
treatment with respect to securities 
held for investment as distinguished 
from securities held for sale to cus- 
tomers. With respect to sales made 
after November 19, 1951 a gain will 
not be considered a capital gain un- 
less (A) the security was clearly 
identified in the dealer’s records as 
a security held for investment be- 
fore November 20, 1951 or within 
30 days after the security was ac- 
quired (whichever is later); and (B) 
the security was not at any time 
after the above dates held by the 
dealer primarily for sale to cus- 
tomers. If at any time after No- 


vember 19, 1951 the security was 
clearly identified as held for invest- 
ment no ordinary loss will be al- 
lowed upon its sale. The exception 
in the Code relating to bond losses 
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of banks is not affected by the 
amendments. 


Sale of Land with 
Unharvested Crop 


It has been held in some cases 
under prior law that where land 
is sold on which there is an un- 
harvested crop, the proceeds of the 
sale of the crop represents ordinary 
income. The new law provides in 
effect that the unharvested crop 
shall be treated as part of the land 
and under Section 117(j) as part of 
the cost in computing capital gain 
or ordinary loss. The expenses of 
producing the crop may not be de- 
ducted as expenses but must be 
added to the basis of the property. 
The amendments are applica- 
ble to sales or other dispositions 
occurring in taxable years beginning 
after December 31, 1950 except that 
deductions in years beginning prior 
to January 1, 1951 will be disallowed 
if they relate to sales made in tax- 
able years beginning after that date. 


Venture Capital Companies as 
Regulated Investment 
Companies 


Regulated investment companies, 
as defined in the Code, are taxable 
only on undistributed income if they 
distribute 90 per cent of their in- 
come. Under prior law a regulated 
investment company could not in- 
vest more than 50 per cent of its 
assets in companies in which it held 


more than 10 per cent of the value 
of the voting securities. The new 
law, effective for taxable years be- 
ginning after December 31, 1950, 
waives the 10 per cent limitation in 
certain cases where the Securities 
and Exchange Commission certifies 
that the investment company is 
principally engaged in the furnish- 
ing of capital to other corporations 
principally engaged in developing or 
exploiting inventions, technological 
improvements, new processes or 
products not previously generally 
available. The new law contains 
other restrictions. 


Expenditures in the 
Development of Mines 


Effective with respect to taxable 
years ending after December 31, 
1950, taxpayers may deduct as cur- 
rent expense all expenditures for the 
development of a mine (other than 
an oil or gas well) incurred after 
December 31, 1950 and after the 
existence of ores or minerals in com- 
mercially marketable quantities has 
been disclosed whether or not the 
mine has reached the production 
stage. Expenditures for depreciable 
property may not be deducted but 
the depreciation may be deducted. 

Taxpayers may, however, elect 
to treat such expenditures as de- 
ferred expenses to be deducted rata- 
bly as the ore or mineral is sold. 

The new provision is a boon to 
taxpayers claiming percentage de- 
pletion since the deduction of de- 
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velopment expenses is no longer 
superseded by but rather is in addi- 
tion to percentage depletion. 


Expenditures for Mine 
Exploration 


Mine exploration expenditures 
had to be capitalized under prior 
law unless they proved unproduc- 
tive. The new law permits the de- 
duction as an expense of expendi- 
tures made for the purpose of 
ascertaining the existence, location, 
extent, or quality of any deposit of 
ore or other mineral, prior to the de- 
velopment stage up to $75,000 per 
year, but does not apply to oil or 
gas. The taxpayer may, however, 
defer such amount up to $75,000 
and deduct it on a ratable basis as 
the units of ores or minerals are sold. 
As in the case of development ex- 
penses the amortization of explora- 
tion expenditures is not deemed 
depletion and therefore may be 
deducted in addition to percentage 
depletion. After the amounts are 
either deducted or deferred for four 
years additional expenditures must 
be capitalized as heretofore. 

The amendments are effective 
for taxable years ending after De- 
cember 31, 1950. 


Coal Royalties 


Under existing law where timber 
held for more than six months is 
disposed of under a type of contract 
by which the owner retains an eco- 


nomic interest in the timber, the 
difference between the amount re- 
ceived for the timber and the 
adjusted depletion base is treated 
as gain or loss upon the sale of 
property used in the trade or busi- 
ness, and under Section 117(j) ifa 
gain, it is capital gain. The new 
law extends the same treatment to 
coal (including lignite). This pro- 
vision does not apply to income 
realized by the owner as a co- 
adventurer, partner, or principal in 
the mining of the coal. The law 
contains modifications of certain 
excess profits tax provisions on ac- 
count of this new treatment. The 
amendments apply to taxable years 
ending after December 31, 1950, 
but only with respect to amounts 
received or accrued after that date. 


Percentage Depletion 


The percentage depletion rate for 
coal is increased from 5 per cent to 
10 per cent. Percentage depletion 
will be allowed at 5 per cent on the 
following new substances: sand, 
gravel, slate, stone (including 
pumice and scoria), brick and tile 
clay, shale, oyster shell, clam shell, 
granite, marble, sodium chloride, 
and, if from brine wells, calcium 
chloride, magnesium chloride, and 
bromine. Percentage depletion will 
be allowed at 10 per cent on the fol- 
lowing: wollastonite, asbestos, cal- 
cium carbonates other than marble 
and oyster and clam shell, perlite, 
and the magnesium compounds dol- 
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omite, brucite, and magnesite or 
magnesium carbonate. The follow- 
ing substances will be allowed per- 
centage depletion at 15 per cent: 
borax, fuller’s earth, tripoli, refrac- 
tory and fire clay, quartzite, aplite, 
garnet, diatomaceous earth, and 
metallurgical and chemical grade 
limestones. 

The above changes apply to tax- 
able years beginning after December 
31, 1950. 


Liquidation of Personal 
Holding Companies, Etc. 


Under existing law (Code Section 
112(b)(7)) a corporation may be 
liquidated within one calendar 
month in 1951 with only a limited 
recognition of gain to shareholders. 
Under the new law, the liquidation 
may be effected within one calendar 
month in 1951 or 1952. 


Mutual Savings Banks and 
Building and Loan Associations 


Effective for taxable years begin- 
ning after December 31, 1951 the 
complete exemption of mutual sav- 
ings banks and building and loan 
associations from income taxes is 
discontinued. They will continue to 
be exempt from excess profits tax. 
For income tax purposes they will 
be permitted to deduct amounts 
paid or credited as dividends to 
depositors. They will also be al- 


lowed to deduct a reasonable addi- 
tion to a reserve for bad debts with 


due regard to the amount of the 
surplus or bad debt reserves existing 
at the close of December 31, 1951. 

The addition to the bad debt re- 
serve may be at least such amount 
as is necessary to bring the sum of 
the surplus, undivided profits and 
reserves at the beginning of the 
taxable year up to 12 per cent of 
the total deposits or withdrawal ac- 
counts at the close of the year. 
There is also allowed as a deduction 
repayments of loans made prior to 
September 1, 1951 by a government 
instrumentality or a mutual fund 
established under state laws. The 
income of a life insurance depart- 
ment of a mutual savings bank is to 
be taxed separately in the same 
manner as life insurance companies. 

Mutual nonstock institutions or- 
ganized prior to September 1, 1951 
for the purpose of providing reserve 
funds for, and insurance of shares or 
deposits in building and loan asso- 
ciations and mutual savings banks 
will continue to be exempt from 
income tax. 


Farm Cooperatives 


Under prior law farm coopera- 
tives meeting certain requirements 
were completely exempt from in- 
come tax. The effect of the new 
law is to tax such cooperatives on 
earnings which are placed in re- 
serves or surplus and not allocated 
or credited to the accounts of 
patrons. Patronage dividends as 
well as nonpatronage income may 














10 L. R. B. & M. Journal 





be allocated to patrons on or be- 
fore the 15th day of the ninth 
month following the close of the 
taxable year. The change applies 
to taxable years beginning after 
December 31, 1951. 

With certain exceptions, coopera- 
tives must file information returns 
with respect to patronage dividends 
amounting to $100 or more for the 
calendar year 1951 and subsequent 
years. 


Credit for Taxes of 
Foreign Corporations 


Under prior law a domestic cor- 
poration which owned a majority 
of the voting stock of a foreign cor- 
poration from which it received 
dividends was entitled to a credit for 
part of the foreign taxes paid by the 
foreign corporation. Effective with 
respect to dividends received during 
taxable years beginning after De- 
cember 31, 1950 the domestic cor- 
poration need own only 10 per cent 
of the voting stock of the foreign 
corporation in order to secure the 
credit. 

Under prior law the domestic cor- 
poration was also entitled to credit 
for foreign taxes paid by a foreign 
subsidiary of a foreign corporation 
from which the foreign corporation 
received dividends if the foreign cor- 
poration owned all of the voting 
stock of such foreign subsidiary. 
Effective with respect to dividends 
received by a foreign corporation 


from a foreign subsidiary in taxable 
years beginning after December 31, 
1950, the foreign corporation need 
own only 50 per cent of the voting 
stock of the foreign subsidiary for 
the domestic corporation to secure 
the credit. 


Surtax on Corporations 
Improperly Accumulating 
Surplus 


Under the new law, for taxable 
years beginning after December 31, 
1950, there is excluded from the in- 
come subject to Section 102 tax on 
improper accumulations, the excess 
of net long-term capital gain over 
net short-term capital loss, minus 
the income tax on such excess. 


Sales of Livestock 


There has been considerable liti- 
gation on the question of when live- 
stock constitutes property held for 
sale to customers and when it con- 
stitutes property used in the trade 
or business the sale of which may 
result in capital gain or ordinary 
loss under Section 117(j). The new 
law provides that the term “prop- 
erty used in the trade or business” 
includes livestock, regardless of age, 
held by the taxpayer for draft, 
breeding, or dairy purposes, and 
held by him for 12 months or more 
from the date of acquisition. 
Poultry is excluded. The amend- 
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ment is applicable to taxable years 
beginning after December 31, 1941, 
except that the extension of the 
holding period from 6 to 12 months 
applies only in the case of taxable 
years beginning after December 31, 
1950. 


Collapsible Corporations 


The provisions of prior law re- 
lating to “‘collapsible corporations”’ 
formed or availed of principally for 
the manufacture, construction, or 
production of property are extended 
to corporations which purchase in- 
ventory. The Senate Finance Com- 
mittee Report states that the 
amendment is aimed at a procedure 
whereby a commodity (usually 
whisky) is transferred to a new or 
dormant corporation, the stock of 
which is then sold to the prospective 
purchaser of the commodity who 
thereupon liquidates the corpora- 
tion, and the sellers of the stock 
claim a capital gain. Under the 
amendment, applicable to taxable 
years ending after August 31, 1951 
but only to gains realized after that 
date, the gain will be ordinary in- 
come. 


Business Income of 
State Universities 


Effective for taxable years begin- 
ning after December 31, 1951, the 
new law makes applicable to uni- 





versities and colleges of state and 
local government units the pro- 
visions of existing law relating to 
the taxation of unrelated business 
income of certain tax-exempt or- 
ganizations (Supplement U). 


Educational 
“Feeder” Corporations 


The new law provides that for 
taxable years beginning prior to 
January 1, 1951, the income of busi- 
ness corporations whose profits 
inure to a regularly established 
school, college or university, or to 
a regularly established hospital, or 
institution for the rehabilitation of 
physically handicapped persons 
shall be exempt. For taxable years 
beginning after December 31, 1950, 
all such ‘‘feeder’’ corporations will 
be taxable under existing law. 


Publishing Business of 
Tax-Exempt Organizations 


An amendment applicable to 
taxable years beginning after De- 
cember 31, 1950 and prior to 
January 1, 1953 gives tax-exempt 
organizations two years in which 
to integrate a publishing business 
with its educational or other tax- 
exempt activities without subject- 
ing the income of the publishing 
business to income tax. 
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Excess Profits Tax Amendments 


The new law contains a number 
of new excess profits tax relief pro- 
visions or amendments of previous 
relief provisions. Most of these 
provisions were devised to remedy 
inequities in particular situations 
that were presented to the Senate 
Finance Committee, and will be of 
little benefit to the average tax- 
payer. All of the excess profits 
tax changes digested below are 
effective retroactively to taxable 
years ending after June 30, 1950. 


Special Ceiling Rate for 
New Corporations 


A ceiling rate is fixed applicable 
to the first $300,000 of excess 
profits net income of new corpo- 
rations, as follows: 


Per Cent 
| 5 
a 5 
NE OE. seein siesincee 8 
ok 11 
| 14 


With respect to the amount of 
excess profits net income in excess 
of $300,000 the ceiling is as follows: 


Per Cent 
Taxable years ending before 
|S ®, ° ere 15 
Calendar year 1951............ 17% 


Other taxable years ending after 
i ae a 


Where a fiscal year begins before 
and ends after June 30, 1950 or 
begins before and ends after March 


31, 1951, or begins before and ends 
after both dates, proration of tenta- 
tive taxes is required to determine 
the ceiling amount. 

The new ceiling rates are applic- 
able to corporations which com- 
menced business after July 1, 1945. 
However, the law contains restric- 
tions denying the new ceiling rates 
in cases where the new corporation 
received its assets from another 
corporation under various condi- 
tions, where the transferor corpo- 
ration had commenced business 
before July 1, 1945. The ceiling 
rates also do not apply to corpo- 
rations deriving more than 50 per 
cent of their gross income from 
renegotiable contracts or to corpo- 
rations which are controlled by 
persons who also control an old 
corporation engaged in a similar 
business. 


Growth Formula for 
New Corporations 


The new law permits corpora- 
tions which commenced business 
during the base period to use the 
growth formula which previously 
was restricted to corporations 


which commenced business prior 
to the beginning of the base period. 
Corporations which commenced 
business during the last two years 
of the base period will automati- 
cally qualify if they meet the 
$20,000,000 asset test since the 
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test of growth is based upon a com- 
parison of pay roll or gross receipts 
in the last two years with the pre- 
vious two years. 


Total Assets of 
New Corporations 
During First Three Years 


Under prior law, the formula for 
computing relief for a new corpo- 
ration during the first three years 
of its existence resulted in only 
75 per cent of its borrowed capital 
being included in the base to which 
the industry rate of return was 
applied. The new law permits 
100 per cent of borrowed capital 
to be included. Interest on 100 per 
cent of borrowed capital must be 
deducted. 


Special Growth Formula 
Qualification 


Taxpayers qualifying for growth 
only under the new products test, 
where excess profits net income for 
1949 is not more than 25 per cent 
of their excess profits net income 
for 1948 may use an alternative 
average base period net income 
equal to the sum of one-half of the 
excess profits net income for 1948 
and 40 per cent of its excess profits 
net income for 1950. Under prior 
law this alternative could not be 
used if the taxpayer also qualified 
for growth under the pay roll or 
gross receipts test. Under the new 
law the taxpayer may use the 


alternative formula if it qualifies 
under the new products test even 
though it also qualifies under the 
pay roll or gross receipts test. 


Base Period Abnormalities 


Under the new law, if the income 
in a taxpayer’s third-best base 
period year was less than 35 per 
cent of the average of the two best 
base period years and in the prior 
year normal production, output, 
or operation was interrupted or 
diminished because of the occur- 
rence of unusual events, the tax- 
payer is automatically entitled to 
reconstruct the income of the third- 
best year on the basis of the 
industry rate of return. There is 
no requirement that a causal con- 
nection be shown between the 
event and the poor earnings in the 
third-best year. 

The reconstructed earnings may 
not exceed the average of the two 
best years. 


Increase in Capacity 


Prior law allowed relief by use of 
an industry rate of return in certain 
cases of increase in capacity for 
production or operation. The new 
law permits an increase in capacity 
to be related back to the last day 
of the base period for the purpose 
of meeting the qualification tests 
if a facility was completed during 
the first year ending after June 30, 
1950, and if prior to the end of the 
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base period at least 40 per cent of 
the construction had been com- 
pleted and the completion was in 
accordance with a plan entered 
into prior to the end of the base 
period. 


Reduction in Inadmissible 
Assets After Base Period 


Reductions in inadmissible assets 
after the base period under prior 
law, on the income credit basis, 
reduced the amount of a net capital 
reduction but if in excess of the 
net capital reduction they did not 
increase the excess profits credit. 
Under the new law the excess of 
the decrease in inadmissibles over 
the net capital reduction will be 
treated as a capital addition pro- 
vided the funds obtained by selling 
the inadmissible assets are invested 
in tangible inventory items or 
tangible property used in the trade 
or business. 


Base Period of 
Fiscal Year Corporations 


The new law permits corporations 
with fiscal years beginning before 
January 1, 1950 and ending after 
March 31, 1950, to use as a base 
period the 48 consecutive months 
ending March 31, 1950 if such 
method produces a lower tax. 
Under prior law such corporations 
were required to use the 48 months 
ending December 31, 1949. 


However, if the new method is 
used, the excess profits net income 
for January, February and March 
of 1950 must be computed by use 
of the “‘weighted excess profits net 
income” provided in the growth 
formula; that is, 100 per cent of the 
income for a taxable year ending 
on or before June 30, 1950, 90 per 
cent for a taxable year ending in 
July, August or September, 1950, 
and 80 per cent for a year ending 
in October or November, 1950. 


Inadmissible Assets of Banks 


Increases in inadmissible assets 
reduce capital additions. Some 
relief is afforded by the new law 
to banks who have additional 
capital paid in and have an in- 
crease in inadmissible assets. 
Where the total assets increase 
more than the capital increases the 
net capital addition will be reduced 
only by a percentage based on the 
ratio of additional inadmissible 
assets to additional total assets. 
A similar principle will be followed 
in computing base period capital 
additions. 


Base Period Catastrophe 


Relief is provided in the new law 
for the special case where during 
the last thirty-six months of the 
base period a catastrophe by fire, 
storm, explosion or other casualty 
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rendered inoperative manufacturing 
plants with a tax basis equal to 15 
per cent or more of all the tax- 
payer’s production facilities. Pro- 
duction must have been interrupted 
for more than twelve months and 
before the end of the base period 
the facility must have been replaced 
with a facility with at least as high 
a tax basis. 

Such taxpayers may at their 
option substitute their average in- 
come in the base period prior to 
the year of the catastrophe for the 
income of the year of the catas- 
trophe, or they may use the special 
growth formula of one-half of their 
income in 1948 and 40 per cent of 
their income in 1950. 


Special Relief for Television 
Broadcasting Companies 


Television broadcasters which 
were engaged in some other busi- 
ness as well, such as radio broad- 
casting, may under the new law 
compute an average base period 
net income for their nontelevision 
business and add a special average 
base period net income for their 
television broadcasting business. 
The latter amount is arrived at by 
multiplying total television assets 
by the radio broadcasting industry 
rate of return or, if the taxpayer 
was in the radio broadcasting busi- 
ness during the base period, by its 
own rate of return on its radio 
broadcasting business. 


Payments from Foreign Sources 
for Technical Assistance 


The new law exempts from excess 
profits tax, remuneration received 
by a domestic corporation for cer- 
tain types of technical services 
rendered abroad to a foreign corpo- 
ration at least 10 per cent of the 
stock of which is owned by the 
domestic corporation. Expenses 
attributable to such income are 
also eliminated. 


Transition from World War II 
Production and Increase in 
Peace-Time Capacity 


A new and very limited class of 
corporations will be allowed the 
special growth formula available 
under prior law to corporations 
meeting the new product test of 
the growth requirements; that is, 
an alternative base period income 
of one-half of 1948 income and 40 
per cent of 1950 income. Among 
other tests, the corporation’s profits 
in 1945 and the average of its 
profits in 1948 and 1949 must be 
at least 300 per cent of the average 
of its profits for 1946 and 1947, 
and 70 per cent of its income from 
1942 through 1945 must be attribut- 
able to government contracts but 
less than 20 per cent of its base 
period and 1950 income must be 
attributable to such contracts. 
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Inadmissible Assets of Dealers 


The new law grants to bond 
dealers the right to treat the inven- 
tory of tax-exempt or partially tax- 
exempt bonds as admissible assets if 
they include the interest on such 
bonds in excess profits net income. 








Change in Products 


The new law extends the relief 
granted in the case of new products 
under prior law to the special 
situation where the new product 
was not introduced until after the 
close of the base period but where 
construction of facilities for the 
production of the product was 
begun before July 1, 1950 in fur- 
therance of a contract executed 
prior to the end of the base period for 
licensing production of the product. 

Definition of Total Assets 
for Relief Provisions 


In determining total assets on 
which a taxpayer is entitled to an 
industry rate of return under the 
relief provisions, the new law pro- 
vides that the assets must be 
reduced by indebtedness on open 
account to a member of a controlled 
group which includes the taxpayer. 


Nontaxable Income from 

Certain Mining Properties 
The new law extends to sulphur, 
potash and metallurgical or chemi- 
cal grade limestone deposits the 
same relief afforded under present 
law to coal, iron, timber, etc. with 


respect to excess output, and prop- 
erties not in operation during the 
base period. 


Use of Predecessor’s Earnings 
Where Business Acquired in 
Other Than Tax-Free 
Transactions 


Under Part II of the Excess 
Profits Tax Act of 1950, when a 
taxpayer corporation acquires the 
assets of another business in certain 
types of tax-free transactions it 
may elect to combine the base 
period earnings experience of the 
acquired business with its own base 
period experience. The new law 
(Part IV) extends this privilege to 
certain cases where the business is 
acquired in other than a tax-free 
transaction, such as an outright pur- 
chase. Part IV cannot operate to in- 
crease the excess profits tax liability. 

The business must be acquired 
before December 1, 1950 and may 
be the business of a corporation, 
a partnership or a sole proprietor- 
ship. Where the consideration for 
the acquisition is not stock of the 
purchasing corporation the pur- 
chasing corporation may not include 
the earnings of the seller prior to 
the date of the purchase unless the 
funds from which the purchase was 
made represented new capital 
(either equity or borrowed) of the 
purchasing corporation. If a tax- 
payer elects to use Part IV it must 
compute its base period net income 
by use of the general average, and 
may not use the relief provisions. 
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The Revenue Act of 1951 as Affecting 
Individuals and Partnerships 


By WILLIAM F. SCHEID, JR. 


(Philadelphia Office) 


Income Tax 


The most important effect of the 
Revenue Act of 1951 on individuals 
is the additional tax burden result- 
ing from the increase in surtax 
rates applicable to 1951, 1952 and 
1953. The benefits of income-split- 
ting, hitherto available only to hus- 
band and wife, have now been 
extended in part to the “head of 
a household,” as defined in the 
new law. The tax status of family 
partnerships, which has been the 
source of endless litigation and much 
confusion for some time past, should 
be clarified to a large degree by the 
definition, beneficial to partners, 
now implanted in the statute. There 
are numerous other changes made 
by the 1951 Act some of which will 
produce tax relief and others which 
will require the payment of further 
taxes. The various dates upon 
which such changes become effec- 
tive are mentioned in the specific 
comments set forth below. 


Changes in Rates: Taxes for 1951 
and subsequent years, which had 
previously been increased by the 
Revenue Act of 1950 (by elimi- 


nating certain reductions which 
had been in effect for prior years) 
were further increased by the Reve- 
nue Act of 1951. The 1951 Act 
increased surtaxes, effective for 
taxable years beginning after Octo- 
ber 31, 1951 by adding to each of 
the old surtax rates approximately 
1134 per cent of the combined 
surtax and normal tax rate. The 
percentage of increase is less in the 
first surtax bracket, and in the 
upper brackets has been scaled 
down so as to result in a tax in- 
crease not exceeding 9 per cent of 
surtax net income after taxes, to 
prevent the new surtax rates from 
exceeding 100 per cent. For the 
calendar year 1951 the increase 
in rates is effective only to the 
extent of one-sixth thereof, a rough 
equivalent of making the increase 
effective as of November 1, 1951. 
The increased rates are incorpo- 
rated in new surtax tables. 

The general effect of these tax 
increases may be understood from 
tax computations for the calendar 
years 1950, 1951 and 1952 for a 
married couple with two depen- 
dents, as shown by the following 
tabulation. 

















L. R. B. & M. Journal 











Federal Income Tax 


Married Couple With Two Dependents 


Under 1950 Act 


































































In the foregoing example, the 
1951 Act increased the 1951 tax 
otherwise payable by somewhat 
less than one per cent of taxable 
net income. As to taxable years 





Tax for 1950 Tax for 1951 
Net Income 
Before Effective Effective 
Exemptions Amount Rate Amount Rate 
ee eererr ers — _— — — 
ee $ 104 3.5% $ 120 4.0% 
Rc eciiccis sore qanius 4152 9.0 520 10.4 
RR, cise aie a eee 1,016 12.7 1,152 14.4 
i ee 1,417 14.2 1,592 15.9 
ME 6:0 nto Dates 2,607 17.4 2,900 19.3 
I su pw aise 4,030 20.2 4,464 pa a 
PI ist kates ),672 Zant 6,268 25.1 
ote econin tite vive 17,152 34.3 18,884 37.8 
PN is ii Sorc icteietees 17,208 47.2 51,912 51.9 
| ; 369,645 73.9 402,456 80.5 
oo 791,430 79.1 857,456 85.7 
Under 1951 Act 
Tax for 1951 Tax for 1952 
Net Income 
Before Effective Effective 
Exemptions Amount Rate Amount Rate 
$ 2,400.. - — = = 
er oeree $ 122 4.1% $ 133 44% 
See ee 530 10.6 577 113 
WSs Sion Siac amie 1,174 14.7 1,282 16.0 
eae 1,622 16.2 1,774 17.7 
RI iekn Diacoe earns 2,972 19.8 3,236 21.6 
eee ees 4,552 22.8 5,000 25.0 
PI 6. 5: dane 5uiees 6,406 25.6 7,004 28.0 
MI oi oie a elses: Berea 19,232 38.5 21,088 42.2 
ee 32,640 52.6 56,032 56.0 
DIES cisiecin cna cavans oe 403,408 80.7 411,224 82.2 
NII ys cche'o-tiaepiaie. dak 858,408 85.8 871,224 87.1 


beginning November 1, 1951 and 
thereafter (including the calendar 
year 1952) there are further in- 
creases in rates of from about 1 to 
3.7 per cent of taxable net income 
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in the various brackets, the middle 
brackets being the hardest hit. 
Fiscal years straddling November 
1, 1951, require a proration based 
on the old 1951 rates under the 
1950 Act and the new rates under 
the 1951 Act. 

The withholding rate increase 
from 18 per cent to 20 per cent 
(after exemption allowance) on 
salaries and wages began on No- 
vember 1, 1951, and should provide 
for the increase in tax made by the 
1951 Act in the lower brackets. 
Additional withholding of tax on 
wages, based upon agreement be- 
tween employer and employee, is 
now authorized and will permit 
higher surtax bracket taxpayers to 
minimize or avoid quarterly pay- 
ments based upon their declaration 
of estimated tax. 

The maximum tax has been in- 
creased from 87 per cent to 87.2 
per cent for 1951 calendar year tax- 
payers and to 88 per cent for tax- 
payers with years beginning No- 
vember 1, 1951, or thereafter. 

The alternative maximum tax on 
long-term capital gains remains at 
25% for the calendar year 1951 and 
for years ending before November 1, 
1951, but this maximum tax is in- 
creased to 26% for years beginning 
November 1, 1951 or thereafter. 


Head of a Household: A person 
who is not married or is legally 
separated from his spouse at the 
close of his taxable year, and who 
maintains in his home a statutory 





dependent or certain descendants 
(including adopted and step chil- 
dren), is allowed approximately 50 
per cent of the benefits now avail- 
able to married persons under the 
income-splitting provisions. Such 
person is termed the head of a 
household. This relief does not 
apply to the calendar year 1951, 
but is effective for years beginning 
after October 31, 1951. These bene- 
fits are provided by the use of a 
special surtax table. A descendant 
of the taxpayer as defined does not 
have to meet the gross income or 
support requirements for other de- 
pendents, to qualify the taxpayer 
as the head of a household unless 
the descendant is married. In any 
case, however, to get the benefits of 
this provision a taxpayer must fur- 
nish over half of the cost of main- 
taining the home. If the spouse of 
the taxpayer dies during the tax- 
able year the new provision will not 
apply since the income-splitting 
benefits of married couples can be 
obtained. 


Declarations of Estimated Tax, 
Joint Returns, Standard Deduction 
and Income of Dependents: No 
penalties will be incurred for an 
underestimate or underpayment of 
tax on the 1951 declaration of esti- 
mated tax, if such underestimate or 
underpayment is caused by the 
increase in rates under the 1951 Act. 

For taxable years beginning after 
1950, an election to file a joint re- 
turn in lieu of previously filed sepa- 
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rate returns can now be made by 
husband and wife within three 
years from the date the returns 
were due, determined without re- 
gard to extensions of time. 

For taxable years beginning after 
1949, the election to take or not to 
take the standard deduction can 
also be changed after the returns 
are filed. 

The 1951 Act has increased the 
gross income limitation for de- 
pendent’s exemption from less than 
$500 to less than $600. The change 
applies to taxable years beginning 
after 1950. 


Offset of Short and Long-term 
Capital Gains and Losses: For tax- 
able years beginning after October 
20, 1951, 100 per cent of long-term 
capital gains and losses is to be 
taken into account in offsetting 
short-term capital gains and losses, 
instead of only 50 per cent as 
formerly. If the net long-term capi- 
tal gain exceeds the net short-term 
capital loss, 50 per cent of the excess 
is deducted in arriving at adjusted 
gross income. The alternative tax 
is the tax on the ordinary income 
plus 26 per cent of the excess of the 
net long-term capital gain over the 
net short-term capital loss. 

Net capital losses, either long or 
short-term, may be offset against 
ordinary income to the extent of 
$1,000 and the balance carried for- 
ward as a short-term capital loss. 
Long-term capital losses incurred in 
years beginning after October 20, 


1951 will be reflected in the capital 
loss carry-over at their full amount. 


Gain From Sale of Residence: lfa 
taxpayer’s principal residence is sold 
after December 31, 1950 and either 
a new residence is purchased or con- 
struction on a new residence is be- 
gun within a period beginning one 
year prior and ending one year after 
the sale of the old residence, gain is 
recognized only to the extent that 
the sales price of the old residence 
exceeds the cost of the new one. 
The new residence must be used as 
the principal residence within one 
year after the sale if it was pur- 
chased and within 18 months if it 
was constructed. The adjusted 
basis of the new residence is reduced 
by any gain not recognized under 
these provisions. Exchanges and 
involuntary conversions are con- 
sidered the same as a sale. Stock 
held by tenant stockholders in co- 
operative apartments receives the 
same treatment as property used 
by the taxpayer as his principal 
residence. If the new residence is 
acquired through gift or inheritance 
instead of purchase, the nonrecog- 
nition of gain provisions do not 
apply to the sale of the old resi- 
dence. As a protection to the 
Treasury against unreported gains 
which may not qualify in whole or 
in part for the nonrecognition 
features because of the taxpayer’s 
failure to comply with the technical 
requirements, the statutory period 
for assessment of any deficiency 
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attributable to such gain has been 
extended to three years after proper 
notification thereof by the taxpayer 
to the Treasury. 


Termination Payments to Em- 
ployees: Long-term capital gain 
treatment has been extended to 
certain lump-sum payments re- 
ceived by an employee in one taxa- 
ble year after the termination of his 
employment. Such payment must 
represent consideration for the re- 
lease of the employee’s rights to 
receive, for at least five years or 
life, a percentage of the employer’s 
future profits or receipts. Further 
limitations provide that the em- 
ployee must have been employed for 
at least 20 years and his nights to 
participate in future profits or re- 
ceipts must have been included in 
the terms of employment for at 
least 12 years. The benefits of this 
provision apply to taxable years be- 
ginning after December 31, 1950. 


Stock Distributions of Profit-Shar- 
ing Plans: Beneficiaries of an em- 
ployees’ trust who receive their 
benefits all in one year, on account 
of separation from the employer’s 
service, report such net benefits as 
long-term capital gain. The 1951 
Act provides that the amount of 
such gain attributable to unrealized 
appreciation in securities of the 
employer or of its parent or subsidi- 
ary received by the employee shall 
not be recognized until the securi- 
ties are sold by the employee. This 


amendment applies to distributions 
made after December 31, 1950. 


Restricted Stock Options: The 
Revenue Act of 1950 provided that 
the granting of restricted stock 
options does not give rise to taxable 
income to the recipient. In order to 
qualify as a restricted stock option 
the option price for the stock must 
be at least 85 per cent of the fair 
market value at the time it was 
granted. When options are subject 
to stockholders’ ratification an in- 
crease in market values during the 
interval from the board of directors’ 
action to stockholders’ ratification 
may prevent the option from meet- 
ing the 85 per cent test. To correct 
this situation the 1951 Act provides 
that if the granting of the option is 
subject to stockholder approval, the 
date of granting shall be determined 
as if the option had not been sub- 
ject to such approval. The 1951 
amendment is effective as though 
it were part of the stock option pro- 
vision of the 1950 Act. 


Disallowance of Capital-Gain 
Treatment on Transfer of Deprecia- 
ble Property between Certain Persons: 
Gains on transfers of depreciable 
property between husband and wife 
or between a corporation and an in- 
dividual who owns more than 80 per 
cent in value of the outstanding 
stock of such corporation are taxed 
as ordinary income under the 1951 
Act instead of capital gain as here- 
tofore. This provision will eliminate 
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the ultimate tax advantage relating 
to transfers of depreciable property 
which had increased in value and 
formerly would have provided de- 
preciation deductions at ordinary 
rates to the transferee based on the 
increased value whereas the increase 
in value was taxed at only capital 
gain rates to the transferor. In 
determining whether an individual 
owns more than 80 per cent of stock 
of a corporation, the stock of his 
spouse, his minor children and his 
minor grandchildren are taken into 
account. This amendment applies 
only to such transfers made after 
May 3, 1951. 


Redemption of Siock to Pay Death 
Taxes: Amounts distributed in re- 
demption of certain shares of stock 
included in a decedent’s gross estate 
are treated as capital gain to the 
estate to the extent that such 
amounts do not exceed various 
death taxes notwithstanding that 
such distributions otherwise might 
be held to be essentially equivalent 
to a taxable dividend. This provi- 
sion was limited to situations where 
the value of total stock held by the 
estate in such corporation comprised 
more than 50 per cent of the value 
of the net estate, a requirement 
which has been changed by the 
1951 Act to 35 per cent of the value 
of the gross estate. Where there are 
large deductions for estate tax pur- 
poses, such as the marital deduc- 
tion, the new requirement will be 
more difficult to meet than the old. 





In other cases, it will have a liberal- 
izing effect. The new provision will 
not apply to distributions in re- 
demption prior to October 20, 1951. 


Consideration for Joint and Sur- 
vivor’s Annuity: The survivor’s con- 
sideration used in reporting 3 per 
cent thereof as income from a joint 
and survivor annuity is, under the 
1951 Act, the value at which the 
annuity was included in the gross 
estate of the deceased joint annui- 
tant. This rule will apply only if 
the joint annuitant died after 1950 
and the annuity was required to be 
included in determining the value 
of his gross estate for estate tax 
purposes. The amount included in 
the gross estate will be the cost of 
purchasing such annuity for the life 
of the survivor at the joint annui- 
tant’s death. 


Employee's Death Benefits: The 
1951 Act provides that death bene- 
fits, paid by an employer to the 
beneficiaries of an employee under 
a contract providing for such bene- 
fits, are excluded from income of the 
beneficiaries in an aggregate amount 
not exceeding $5,000. This pro- 
vision applies to taxable years be- 
ginning after 1950. 


Individuals Earning Income 
Abroad: The exclusion from gross 
income provision, relating to income 
earned from sources outside the 
United States by a United States 
citizen who is a bona fide foreign 
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resident, has been amended to per- 
mit the exclusion of income so 
earned during the initial period 
when residence was established for 
less than an entire taxable year 
where the uninterrupted period of 
bona fide residence continues so as 
to include a full taxable year. This 
amendment also provides relief to 
returning citizens who had estab- 
lished foreign residence for more 
than one but less than two years. 
The 1951 Act also provides that 
where a person does not meet the 
bona fide foreign resident test but is 
present in a foreign country or 
countries for 17 out of 18 consecu- 
tive months the income of such per- 
son earned abroad is to be excluded. 
These two changes are effective for 
taxable years beginning after 1950. 
Withholding is not required after 
January 1, 1952 if it is reasonable to 
believe that the income is paid toa 
person who will qualify for either of 
the above exclusions, or where with- 
holding is required by a foreign 
country on the same income. 


Exclusion of Servicemen’s Income: 
All compensation received by an en- 
listed man and the first $200 per 
month received by an officer after 
June 24, 1950, and before January 1, 
1954, for any month during part 
of which the enlisted man or officer 
served in a combat zone, is exempt 
from income tax. The exemption 
continues if such enlisted man or 
officer is hospitalized by wound, 
injury or disease received in a com- 


bat zone but such exemption is 
limited to the time there are com- 
batant activities in any such com- 
bat zones as proclaimed by the 
President. 


Abatement of Tax on Deceased 
Servicemen: As to any member of 
the armed forces who dies after 
June 24, 1950, and before January 
1, 1954, while in active service in a 
combat zone or as a result of wound, 
disease or injury suffered in a com- 
bat zone, income tax for the year of 
death and any prior year which 
ended while he was in the combat 
zone is abated and, if paid, will be 
refunded. Such member is also 
relieved of income taxes for any 
other year which were unpaid at the 
date of his death. 


Changes in Deductions from In- 
come: The “in excess of 5 per cent 
of adjusted gross income”’ limitation 
on the deduction of medical expense 
has been eliminated with respect to 
such expenses incurred by the tax- 
payer for himself and his spouse if 
either has attained the age of 65 be- 
fore the close of the taxable year. 
This change is applicable to years 
beginning after 1950. However, the 
limitation of $1,250 multiplied by 
the number of exemptions, with a 
maximum deduction of $2,500 in a 
separate return or $5,000 in a joint 
return, is retained as to all tax- 
payers. 

Nonbusiness losses of property 
sustained after December 1, 1950 
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arising from fire, storm, shipwreck 
or other casualty, or from theft will 
hereafter be allowed for carry-over 
purposes in computing the net 
operating loss deduction for taxable 
years ending after 1948. 

Individuals, as well as corpora- 
tions, are permitted under the 1951 
Act to carry forward net operating 
losses, for years beginning after 
December 31, 1947 and before 
January 1, 1950, for three years 
instead of two. This amendment 
applies to computations of net oper- 
ating loss deductions for years be- 
ginning after 1948. 


Other Changes in Gross Income and 
Statutory Deductions which Apply to 
Corporations as well as Individuals: 
Such changes include the recovery 
of property deducted as a war loss, 
Lifo inventory replacements, sales 
of land with unharvested crops, 
gains from sale of livestock, dealers 
in securities, expenses in explora- 
tion and development of mines, coal 
royalties and percentage depletion 
allowances for certain mineral de- 
posits. These changes are discussed 
in this issue of the Journal in the 
article dealing with provisions of the 
1951 Act applying to corporations. 


Family Partnerships: The ques- 
tion of whether or not a person is 
recognized for tax purposes as a 
partner in a partnership where such 
person merely contributes capital, 
the source of the capital being a 
gift from a member of his family or 





other person, is answered by the 
1951 Act in the affirmative. The 
definition of a partner for federal 
income tax purposes has been 
amended to include any person 
owning a capital interest in a part- 
nership in which capital is a mate- 
rial income-producing factor. It 
does not matter whether or not 
such interest was derived by pur- 
chase or gift from any other person. 

However, this definition will still 
require the determination of 
whether or not capital is a material 
income-producing factor and 
whether the person alleged to be a 
partner owns the capital interest. 
As to such ownership the Courts and 
the Treasury probably will base 
their determination on whether or 
not the alleged partner has control 
of his interest and its emoluments. 

The 1951 Act also requires that 
the share of income to be included 
by any donee or a family purchaser 
shall be his interest under the agree- 
ment, except that a reasonable al- 
lowance for compensation must be 
made to the donor or family seller 
and that the interest in such income 
shall be in proportion to the capital 
interest. Thus, in some cases, allo- 
cations of income may be made for 
tax purposes which will vary from 
the terms of the agreement. The 
distributive share of a partner in 
the earnings shall not be reduced 
because of absence due to military 
service. In determining whether a 
seller or buyer is of the same family, 
such family includes a spouse, an- 
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cestors, lineal descendants and any 
trust for the primary benefit of such 
persons. 

These amendments apply to taxa- 
ble years beginning after 1950 with 
limited application to fiscal years 
beginning in 1950. In dealing with 
questions arising with reference to 
prior years, no inferences are to be 
drawn from the fact that the 
amendments are not expressly made 
applicable to such prior years. 


Estate Tax 


Foreign Estate Tax Credit: Many 
foreign countries levy death taxes 
on certain property of individuals, 
nonresidents and not citizens, if 
that property is situated within 
their boundaries at date of death. 
The result was that the estates of 
decedents who were either citizens 
of or domiciled in the United States 
were subject to double taxation, 
particularly in respect to property 
situated in a country which had 
not entered into a tax treaty with 
the United States. The effect of this 
double taxation was, in some cases, 
to subject estates with foreign in- 
vestments to a much larger tax than 
that required to be paid by estates 
all of the assets of which were 
domestic. The 1951 Act provides 
relief against this double taxation 
by allowing to estates of citizens 
and residents, provided that the 
country of which the resident was 
a citizen allows a reciprocal benefit 


to citizens of the United States 
resident in that country, a foreign 
estate tax credit which may be 
applied against the basic estate 
tax and the additional estate tax. 
This credit, as in the case of the 
credit for foreign income taxes paid 
or accrued, is limited by apportion- 
ment, so that if the foreign country 
imposes a tax on property also taxed 
by the United States, but the 
foreign tax is at a higher rate than 
that of the United States, credit 
may only be taken to the extent of 
the effective rate imposed by the 
United States. This provision is 
effective only in the case of persons 
dying after October 20, 1951. 


United States Bonds Held by Non- 
resident Aliens: The 1951 Revenue 
Act provides that the estate of a 
nonresident alien who is not en- 
gaged in business in the United 
States and who dies after October 
20, 1951, shall include obligations of 
the United States issued on or after 
March 1, 1941 and shall exclude 
such obligations issued before that 
date. 


Works of Art Loaned by Non- 
Resident Aliens: Works of art 
which are loaned to the National 
Gallery of Art by aj nonresident 
alien who died while the works of 
art were still in the United States 
are exempt from the estate tax. 
This exemption is extended, effec- 
tive for decedents dying after Octo- 

(Continued on page 30) 
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The Revenue Act of 1951 as Affecting Excise Taxes 


By HERMAN STUETZER, JR. 
(Boston Office) 


That portion of the Revenue Act 
of 1951 which effects changes in 
excise taxes follows the same general 
pattern of the balance of the Act. 
Thus the Act will increase the 
Treasury’s revenues in a full fiscal 
year from excise taxes by a net fig- 
ure estimated at $1,204,000. This 
net increase results from a combina- 
tion of increases in rates of tobacco, 
liquor, occupational and manufac- 
turers’ excise taxes, expansion of the 
base of some manufacturers’ excise 
taxes and three new taxes, which 
combination is offset by some rate 
reductions and the elimination of 
several particularly annoying ex- 
cises including the tax of 314 per 
cent on electrical energy. Because 
Congress felt that retail excise rates 
were already high enough, these 
were not increased. 

Generally speaking, all of the 
excise tax changes became effective 
November 1, 1951, with floor stock 
taxes being provided to reflect the 
increased rates in the excises on 
cigarettes, liquors and _ gasoline. 
With one exception, there is no 
provision in the new law for the 
refunding of tax already paid on 
items where the tax is reduced or 
eliminated. The one exception is a 
provision for the refunding of the 
manufacturers’ excise tax paid on 
photoflash bulbs. 


The increased rates and the three 
new taxes enacted by the Act are 
listed in the table at the end of this 
article. The new taxes are on (1) 
diesel fuels, (2) wagers and wager- 
ing, and (3) fountain and ball-point 
pens, mechanical pencils, and me- 
chanical lighters for cigarettes, ci- 
gars and pipes. Although the rate 
of manufacturers’ excise tax on elec- 
trical, gas and oil appliances was 
allowed to remain at 10 per cent and 
certain items were eliminated from 
the base, the base was actually 
broadened by the addition of many 
more items than were removed. 

The table at the end of this article 
also shows the eliminations and rate 
reductions effected by the Act, but 
it does not show the other changes 
favorable to taxpayers made by the 
new law. The more important of 





(1) Items on which the tax was repealed 
are electric heating pads, industrial 
type electric direct motor-driven fans 
and air circulators. The items on which 
the tax has been imposed by the new 
law are gas clothes driers, power lawn 
mowers and the following electric 
appliances: belt-driven fans, exhaust 
blowers, clothes driers, door chimes, 
dehumidifiers, dishwashers, floor polish- 
ers and waxers, food choppers and 
grinders, hedge trimmers, ice cream 
freezers, mangles, motion or still pic- 
ture projectors, pants pressers, and 
garbage disposal units. On October 
31, 1951, President Truman signed 
H. R. 3590 postponing to April 1, 1952 
the effective date for the elimination 
of the excise tax on electric heating 
pads. 
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these may be very briefly summa- 
rized as follows: 


NAVIGATION RECEIVERS 


The manufacturers’ excise tax 
applicable to radio receiving sets 
and similar equipment was amended 
so that it is not applicable to the 
sale to the United States of commu- 
nication, detection or navigation re- 
ceivers used in commercial, military, 
or marine installations. Similarly, 
the manufacturers’ excise tax was 
made inapplicable to radio parts to 
be used in the manufacture or pro- 
duction of such a device for sale to 
the United States. 


REFRIGERATOR COMPONENTS 


The sale of refrigerator compo- 
nents by the manufacturer, pro- 
ducer or importer to a manufacturer 
or producer of refrigerating equip- 
ment or to a vendee for resale to a 
manufacturer or producer of such 
equipment was exempted by the 
Act from the manufacturers’ excise 
tax on refrigerating equipment pro- 
vided the component parts are 
actually so used. 


AUTOMOTIVE PARTS OR ACCESSO- 
RIES FOR FARM EQUIPMENT 


In so far as certain automotive 
parts or accessories other than spark 
plugs, storage batteries, leaf springs, 
coils, timers, or tire chains are used 
or resold for use as a repair or re- 
placement part or accessory for farm 
equipment other than automobiles 
the manufacturers’ excise tax there- 


on can be credited or refunded under 
a new provision. 


TIRES FOR TOYS 


The manufacturers’ excise tax on 
tires was amended to exclude tires 
not more than twenty inches in 
diameter and not more than one and 
three-quarters inches in cross-sec- 
tion, thus eliminating the tax on 
most tires used for toys, lawn mow- 
ers and similar items. The tax was 
also made inapplicable to tires of 
“extruded tiring with internal wire 
fastening agent.” 


PHOTOGRAPHIC EQUIPMENT 


Not only were rate changes made 
in the manufacturers’ excise tax on 
photographic apparatus, but the 
basis of the tax was changed by 
limiting it to cameras, camera lenses 
and unexposed photographic film in 
rolls and by eliminating X-ray 
cameras, camera lenses exceeding a 
certain focal length and film in 
excess of certain specified lengths 
and widths, as well as photographic 
plates and sensitized paper. 


SPORTING GOODS 


Although the rate of the manu- 
facturers’ excise tax on sporting 
goods other than fishing equip- 
ment was increased, the basis was 
narrowed by excluding equipment 
used in certain forms of athletic 
activity in which schools and col- 
leges participate, including baseball, 
basketball, boxing, fencing, football, 
gymnasium, hockey, softball, track, 
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volley ball, water polo and wrestling 
equipment. The amendment also 
eliminated the tax on ice skates and 
children’s toboggans and sleds under 
sixty inches in length. 


TOILET PREPARATIONS 

The retailers’ excise on toilet 
preparations was amended in a 
number of respects: (1) lotions, 
powders or other articles intended 
to be used only in the care of babies 
were excluded from the tax; (2) 
sales to barber shops, beauty par- 
lors or similar establishments for 
use therein or for resale were ex- 
cluded from the tax although ulti- 
mate resale at retail by such an 
establishment was made taxable; 
(3) the sale of miniature samples by 
a manufacturer or distributor to a 
house to house salesman for demon- 
stration use only was defined as not 
being a sale at retail but any resale 
at retail by such salesman of such 
an item was made taxable. 


TELEPHONE MESSAGES 


The exemption from tax on tele- 
phone and telegraph messages was 
amended to include all payments 
received for telephone calls origi- 
nating within a combat zone from 
a member of the armed forces. 


TRANSPORTATION OF PROPERTY 


The tax on transportation of 
property was lifted from “the trans- 
portation of earth, rock or other 
material excavated within the 
boundaries of, and in the course of, 
a construction project and trans- 


ported to any place within, or ad- 
jacent to, the boundaries of such 
project.” 


TRANSPORTATION OF PERSONS 


An amendment exempts from tax 
amounts paid for transportation by 
boat for the purpose of fishing from 
the boat. 

A further amendment exempts 
from tax any part of a sea voyage 
beginning or ending in the United 
States, Canada or Mexico where the 
vessel makes an intermediate stop 
in those countries but is without 
authority both to take on and dis- 
charge passengers at said stop, if 
the ultimate destination or starting 
point of the voyage is outside the 
northern portion of the Western 
Hemisphere. 


ADMISSIONS 


The Act restored, with certain 
modifications, many of the pre-1941 
exemptions accorded eleemosynary 
organizations. In addition, some 
new exemptions were added. The 
provisions are too lengthy to permit 
detailed discussion in this article. 


CABARET AND DANCE HALLS 


In order to counteract unfavor- 
able judicial results, the Act has 
amended the provision imposing a 
20 per cent tax on cabarets, etc., 
so that it does not apply in the case 
of any ballroom, dance hall or other 
similar place, where the selling or 
serving of food, refreshment or 
merchandise is merely incidental, 
unless such place, apart from the 




















Revenue Act of 1951 as Affecting Excise Taxes 29 





selling of food, refreshment or mer- 
chandise, would be a cabaret within 
the statute. 


LIQUOR FLOOD LOSSES 


Provision was made for the re- 
funding or crediting to distillers, 
rectifiers or wholesalers of the in- 
ternal revenue tax and customs duty 
paid on liquor lost or rendered un- 
marketable by the floods of 1951, 
provided other requirements of the 
statute are met. 


ToBAcco TAXES 


RS 3 505, Fw vice ararey Rlnbryign ns snl atloke 


Chewing and smoking tobacco and snuff 


LiQUOR TAXES 


Table of Rate Changes 


The provisions of the new law, 
as well as the basic provisions of the 
Internal Revenue Code amended 
thereby, are in considerable detail, 
and it is therefore urgently recom- 
mended that the sections themselves 
be consulted before making any 
business decisions concerning the 
various changes discussed above or 
the rate increases listed in the fol- 
lowing table. 


Old 1951 
Law Act 





perpack $  .07 $  .08 


Distilled spirits, imported perfumes containing 
distilled spirits, and wines with more than 24% 


alcohol 


Drawback in the case of distilled spirits used in 
the manufacture of certain nonbeverage 


products: 

On tax paid at $9.00 (old rate) 

On tax paid at $10.50 (new rate) 
Still wines: 

Not over 14% alcohol 


Sparkling wines, liqueurs, and cordials: 
Champagne or sparkling wine 


Gver 147, not over 21%. .....0ccescevss 
Over 21%, not over 24%... oc kveccces 


Artificially carbonated wine and liqueurs, cor- 


dials and similar compounds............... 


Fermented malt liquor 


OCCUPATIONAL TAXES 


Dealers in liquor—wholesale.................-- 


Dealers in liquor—retail 
Dealers in malt liquors—wholesale 


deere per Ib. 18 10 
ee per gal. 9.00 10.50 
oeea per gal. 6.00 6.00 
carats per gal. None 9.50 
ner per gal. 19 17 
fours per gal. .60 .67 
Pata: per gal. 2.00 2.25 
pies per half pint AD 17 
per half pint 10 AZ 

eee per bbl. 8.00 9.00 
110.00 200.00 

Sear 27.50 50.00 
ftir 55.00 100.00 


Tax per annum on slot machines which may 
entitle the operator to receive cash, merchan- 


I TIIIIION, 3, &5'<. 6 waiece saiecreseewiesres 


per machine 150.00 


Persons engaged in taking wagers or operating 


pools or lotteries for a profit................. 


per annum None 
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MANUFACTURERS’ EXCISE TAXES 
Trucks, busses, etc. . 


Passenger automobiles, motor cycles and trailers, 
except house trailers and tractors....... 


House trailers. 
Parts or accessories for automobiles, etc. 
tires, tubes and radios) 





Sporting goods (except fishing equipment which 


remains at 10% 


Teuntain ond ball-point pens, mechanical pencils 
and mechanical lighters for cigarettes, cigars 


and pipes. 
Electric energy 
Gasoline. . . 


MISCELLANEOUS TAXES 
Domestic telegraph, cable or radio. . 


Diesel fuel for highway vehicles. . ee 


W agers placed with bookmakers, pools or lot- 


teries, with certain exceptions.......... 


Old 1951 
Law Act 
5% 8% 
7% 10% 
7% Repealed 
(except 
5% 8% 
eens 10% 15% 
25% 20% 
es 15% 20% 
sian None 15% 
314% Repealed 
y hiwiets cents per gal. 1% 2 
sales 25% 15% 
..... Cents per gal. None 2 
ee None 10% 
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ber 20, 1951, to cover works of art 
loaned to any nonprofit public 
gallery or museum in the United 
States for exhibition purposes. 


Estate Taxes of Servicemen Killed 
in Korea: The 1951 Act extends to 
a member of the armed forces dying 
as a result of injury or disease suf- 
fered in a combat zone after June 
24, 1950 and before January l, 
1954, the same exemption from ad- 
ditional estate taxes as was allowed 
servicemen who were casualties dur- 
ing World War II. 


Relief Against Certain Inequities 
Resulting from Technical Changes 
Act of 1949: The 1951 Act provides 
relief in the case of some of these 
inequities, arising from retroactive 
estate tax changes, particularly in 
respect to (1) reversionary interests 
of decedents dying prior to Feb- 
ruary 11, 1939; (2) decedents dying 
in 1950 with pre-1931 life estates 
retained; (3) pre-1916 transfers in- 
tended to take effect at death; and 
(4) reversionary interests in life in- 
surance in the case of decedents 
dying after October 21, 1942. 
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Revenue Act of 1951 bringing collections to around 


On October 20, 1951 the Revenue 
Act of 1951 became law. It is the 
third piece of major revenue legis- 
lation to be enacted since the out- 
break of hostilities in Korea. These 
three superimposed layers of tax 
should add about thirty per cent 
to the federal tax burden, thus 


sixty-six billion dollars in a full 
year of operation. Concerning the 
increase the Senate Finance Com- 


mittee has this to say: 


Never before has so much additional 


revenue been raised in so short a period of 
time. Moreover, these three revenue 
measures have brought the income tax 
burdens of most corporate and individual 
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taxpayers near the World War II peak and 
for many such taxpayers the rates imposed 
under your committee’s bill are above the 
maximum rates imposed during World 
War II. As a result your committee has 
serious doubts as to the feasibility of raising 
any substantial additional amounts of 
revenue from income tax sources. This is 
said although it is recognized that present 
expenditure estimates made by the execu- 
tive departments indicate very substantial 
additions to Federal expenditures next 
year. In view of this, your committee 
believes that every effort must be made 
to reduce expenditures. 


The Committee’s conclusion 
brooks no argument. 

Approximately one-fifth of the 
additional revenue collections ex- 
pected to result from the 1951 Act 
annually will flow from new or 
heavier excise taxes. The remain- 
der of four and one-half billion dol- 
lars to be derived from income 
taxes, will be shared equally by 
individual and corporate taxpayers. 

The Act, in the complexity of its 
provisions, fully maintains the 
record of its immediate prede- 
cessors. It is also a lengthy one, 
largely because the high rates of 
tax imposed call for the inclusion 
of many remedial provisions in 


CTS 


those cases where the burden other- 
wise would press with undue and 
disproportionate severity. There 
are sixty-nine of these structural 
changes applying to the income 
and excess profits tax sections of 
the internal revenue code, and they 
are mainly of a relief nature. 

An innovation is the removal of 
mutual savings banks and savings 
and loan associations from their 
hitherto exempt classification. 
Along the same line are the more 
stringent conditions laid down for 
farm cooperatives if they are to 
maintain the exemption formerly 
accorded such organizations. 

It is to be hoped that our 
economy will be given a rest from 
further taxation for a long time to 
come in order that it may have 
full opportunity to digest the heady 
mixture which has just been pre- 
scribed, though the law still con- 
tains innumerable inequities which 
should be remedied as soon as 
possible. The next rate changes 
should be downward, which of 
course can only be accomplished 
by a lowering of the level of federal 
expenditures. 
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